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Discussant's Response to
Analytical Auditing: A Status Report
Donald R. Nichols
University of Kansas
I have been an admirer of R o d Anderson's work i n analytical auditing and
statistical sampling i n auditing for quite some time. T h e current paper has not
affected that view. T h e explicit purposes for the paper were to provide: a) a
historical overview of the development of "Analytical A u d i t i n g , " b) reasons for
the initial experimentation, c) the nature and purpose of subsequent modifications and d) a current evaluation of its success i n practice. Each of these topics
was considered i n the paper, and as a result, we now have considerable insight
into how and why analytical auditing was developed and also information about
its current status. Anderson has done an admirable job i n achieving the objectives set forth for the paper.
M y comments are primarily directed toward providing 1) an historical
perspective on "analytical" and "conventional" auditing to identify the former's
contribution to auditing thought and 2) a comparison of current analytical and
conventional auditing to identify remaining differences.
Two

Basic Contentions

T w o basic contentions stated i n my paper are that 1) analytical auditing,
when originally introduced, was an innovative and important contribution to
auditing thought and practice and 2) that the concepts and procedures of analytical auditing and conventional auditing have evolved so that, i n most respects,
they are currently virtually identical.
In order to support the first contention, the concept of analytical auditing
w i l l be compared and contrasted with apparent prevailing conventional auditing
concepts and principles existing at the time of its introduction. Sources for this
comparison are the Skinner and Anderson book of 1966 and several Anderson
articles for analytical auditing. Since a single, complete description of the prevailing conventional auditing concepts and principles i n the early 1960's does
not exist, this concept was derived from A u d i t i n g Standards and Procedures,
which was codified i n 1963, and a summary review of journal articles and
auditing textbooks available during the early to m i d sixties, supplemented by
my o w n limited experience during those years. T h e possibility of errors i n
description of the concepts and principles exists for both auditing approaches,
and major differences i n application undoubtedly exist both between and w i t h i n
specific firms. Thus, the descriptions are generalities, not necessarily accurate
for any specific firm or auditor. Each approach w i l l be discussed i n the context
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of the " n o r m a l " audit engagement w h i c h has the objective of expression of
opinion on the financial statements. Finally, each approach produces information on the internal control system which may be reported to management
and/or outsiders; however, this aspect w i l l be ignored.
A s correctly pointed out by Anderson, the concepts and procedures of
analytical auditing encompass only a portion of the total audit process roughly
equivalent to that process i n conventional auditing referred to as the study and
evaluation of internal control.
T h e major features of analytical auditing and primary areas of contribution
at the time of its introduction were:
a. A reorientation of the emphasis i n the audit process from the detailed
checking of transactions to a formal recognition of reliance on the
accounting system, w i t h m i n i m a l substantive testing as an equal alternative approach to verification of account balances.
b. Emphasis on the exclusive utilization of flowcharting as a means of
documenting the system and as a basis for analysis, bringing more
attention and emphasis to the review of internal control than it had
been given previously.
c. A logical verbal and pictorial description of the review and evaluation
part of the audit process and its integration into the overall evidence
collection process.
Origins and System Orientation
W i t h respect to the reasons for the origin of analytical auditing, Anderson
notes possible differences i n the development of auditing i n the U . S . and Canada.
A u d i t i n g i n Canada i n the late 1950's is viewed by h i m as emphasizing tests of
transactions while auditing at the same time i n the U . S . is viewed as emphasizing
"balance sheet" tests. Several problems of theory and application of the Canadian
approach are noted by Anderson which initiated the experimentation that resulted i n analytical auditing.
T h e primary objective of analytical auditing as described i n 1966 was:
T o determine, through an analysis of the accounting system and the
internal controls, the accuracy and reliability of his [the auditor's]
client's accounting records and thus to provide a basis for planning the
balance sheet audit steps necessary to support an opinion on the financial
statements.
4

T h i s objective is similar to the aspect of the conventional auditing process referred to as the study and evaluation of the system of internal control and which,
since the early 1960's, has been required by the second standard of field work
of generally accepted auditing standards:
There is to be a proper study and evaluation of the existing internal
control as a basis for reliance thereon and for the determination of the
resultant extent of the tests to which auditing procedures are to be
restricted.
5

Despite the second standard of field work, it would probably be fair to
say that auditing i n the U . S . i n the late 1950's and early sixties was not "system
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oriented" but was "end result oriented." Certainly, i n today's terms, the U . S .
audit would appear to have been substantive-testing oriented rather than systemreliance oriented.
T h i s allegation is difficult to substantiate; however, some evidence is
available. T h e discussion of the evaluation of internal control i n Statement on
A u d i t i n g Procedure N o . 29 was five and one-half pages i n length, of which
four and one-half pages were devoted to terminology and discussion of general
control elements. B y contrast, the discussion of the study and evaluation of i n ternal control i n the 1972 Statement on A u d i t i n g Procedure N o . 54 was 41 pages
in length. T h e auditing texts of the early sixties generally contained a chapter
on internal control, much of which was devoted to descriptions of the general
control elements. In addition, the individual chapters on the audit of specific
account balances and types of transactions often contained a short discussion of
appropriate specific control features; however, discussion of the evaluation of
these control elements and the integration of the results i n audit planning was
minimal. T h e primary orientation appeared to be on balance sheet testing
(analytical review w i l l be assumed to be a form of balance sheet testing throughout the remainder of the paper) and on substantive testing aspects of transactions
tests. Finally, as discussed later, tests of the functioning of controls (compliance
tests) were not emphasized and were apparently minimal i n extent at that time.
6
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T h e analytical auditing approach reversed, or at least balanced, the emphasis
on the system and the controls i n the system, although the importance of substantive tests was retained i n areas of weak internal control. T h i s is an important
contribution of the analytical auditing concept. Figure 1, based on the Skinner
and Anderson book, has been modified to omit management recommendation
aspects. A s shown, analytical auditing recognized two main avenues of verification of financial statement amounts. O n the left, reliance was placed on the
system and the controls to produce reliable balances, with m i n i m u m balance
sheet testing, and on the right, substantive tests of transactions and/or balances
were relied on where the control system had apparent weaknesses. O f major
importance, the ability of reliance on the system and controls to produce reliable
information with m i n i m u m substantive testing was recognized and documented.
T h u s , analytical auditing was an early, clear voice on the importance of the
study and evaluation of internal control relative to the total audit, and on the
possibility of strong reliance on the system with m i n i m a l substantive testing as
an equally acceptable, if not preferable, alternative to the conventional substantivetesting-oriented approach to obtaining sufficient evidence to support an account
balance.
T h e preceding description of conventional auditing may be misstated.
Clearly, conventional auditing was undergoing a transition i n objectives and
techniques as described by B r o w n . Reliance on the system was formally recognized; however, the documentation and discussion of the nature of the evaluation and the reliance was minimal, and it would appear that emphasis was primarily on substantive testing. Internal control was often viewed as justification
for less than 100 percent testing and as the basis for responsibility for fraud prevention and detection, as espoused by B y r n e and L e v y .
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T h e study and evaluation aspect was becoming increasingly important i n
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Figure 1
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the auditing literature of the 1960's, and some examples of this follow. B r o w n
presented an approach to make the internal control evaluation more objective.
M a u t z and M i n i investigated the relationship between internal control evaluation and audit program modification. In 1967, Stettler perceived a need for an
alternative textbook titled Systems Based Independent A u d i t s to at least complement his earlier (by inference, "nonsystems based") A u d i t i n g Principles.
Other researchers investigated various aspects of internal control and its evaluation
and importance. In 1972, the A I C P A issued Statement on A u d i t i n g Procedure
No. 54, which provides the official discussion of the current conventional auditing
view of the study and evaluation process. T h i s pronouncement sets forth along
with substantive procedures the basis for reliance on the system as the two
means of verifying account balances i n current conventional auditing, providing
a convergence of analytical and conventional auditing i n this area.
1 1

1 2
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T h e convergence of analytical auditing and conventional auditing involving
a balancing of the reliance on the system ( w i t h minimal substantive tests) and
the substantive-testing-oriented approaches i n conventional auditing is evidenced
by official pronouncements, particularly S A P No. 54 i n 1972. T h e overall audit
risk is clearly segmented into "system" risk and "examination" risk, and the
alternative of auditor reliance on the system to reduce the former is explicitly
documented. T h e continuing increase i n importance of the system of internal
control is manifested i n academic research, i n major internal control developments w i t h i n public accounting firms (e.g., Peat M a r w i c k & M i t c h e l l , and
A r t h u r A n d e r s e n ) and i n the Foreign Corrupt Practices A c t of 1977.
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A s evidenced i n part by the previously mentioned works, current conventional auditing practice and analytical auditing now appear to be practically
identical i n the balance between reliance on the system with m i n i m u m substantive testing and substantive testing without substantial reliance as coequal
alternatives for the accumulation of evidence to provide an opinion on the
financial statements.
Compliance Testing
Compliance testing, as it is now known, does not appear to be an important
or well defined element of analytical or conventional auditing i n the early sixties.
By contrast, S A P No. 54 and the latest versions of analytical auditing as evidenced by R o d Anderson's paper and his recent b o o k incorporate annual compliance testing, and the two approaches would appear to be i n agreement on
this point.
18

Analytical auditing originally placed little emphasis on procedural tests,
which are analogous to compliance testing, i n areas where controls were determined to be satisfactory. Thus, the process i n Figure 1 of the analytical auditing
flow chart captioned "Supplementary Procedural Tests," is analogous to the
compliance testing process. T h e purpose of the supplementary procedural tests
" . . . is to confirm, by reference to objective data, the auditor's evaluation of
internal c o n t r o l " ; however, these tests were not required each year. Supplementary procedural testing was considered sufficient if done on a cyclical basis
so that all key areas judged to have satisfactory internal control would be tested
19
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every fourth or fifth year.
Thus, the controls relied on i n a given area were
not tested for compliance each year, but only every four or five years.
In addition, it appears that the supplementary procedural testing, even i n
the year selected for testing, was not extensive. Thus, the auditor should " . . . i n clude a jew (original italics) supplementary tests i n those areas where control is
believed satisfactory . . . , " and these were recommended for application on a
cyclical basis. "It is unnecessary for h i m to confirm each point each year or to
spend extensive time on his supplementary program . . . " and "Since the tests
are only a supplementary confirmation of the auditor's initial evaluation, only a
small portion of the total audit time should be devoted to this section."
20
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Compliance testing i n the conventional audit of the early sixties would not
have appeared to be particularly different from the above description of supplementary procedural testing. Each approach recognized the importance of some
testing the functioning of the controls; however, neither seemed to require that
the tests of the controls be extensive or on an annual basis. Both seem to rely
i n large part on the tracing of a few transactions, verification of a few examples
of a control feature's functioning, or the results of substantive tests to provide
sufficient evidence of compliance. Stettler argued, at one time, that a sample
of one was sufficient; however, C a r m i c h a e l disagreed that a sample of one was
sufficient for "dual purpose" tests. Nevertheless, Carmichael's description of
the use of dual purpose tests i n both weakness areas and i n areas of apparently
satisfactory internal control (including testing on a cyclical basis) paralleled the
description of the analytical auditing process very closely. T h e notion of cyclical
rotation of tests i n areas of internal control which appeared from the review to be
satisfactory was apparently an acceptable practice prior to SAP N o . 54.
23
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T h e distinction between compliance and substantive testing and the i m portance of annual and extensive compliance testing where substantial reliance
is placed on the system became documented i n conventional auditing i n SAP
N o . 54 i n 1972. That pronouncement requires that tests of compliance be performed each year i n areas where substantial reliance is placed on controls, and
furthermore the testing is to be applied to the functioning of the controls during
the entire year. Thus, for those controls which leave an "audit trail of documentary evidence," tests of compliance " . . . should be applied to transactions
executed throughout the period under audit . . ." although where tests of compliance are performed on an interim basis near year end, the results of substantive
tests may be used to indicate the degree of compliance during the remaining
p e r i o d . F o r those controls that do not leave an audit trail, tests of compliance
". . . should relate to the entire period under audit . . . , " however, observations
can only be made during the auditor's visits to the clients' premises. T h u s , it
is clear that the auditor i n current conventional auditing is required to test
(through compliance tests) the effectiveness of the functioning, during the
entire period being audited, of those controls on which substantial reliance is
to be placed. These views are supported and discussed i n more detail i n
Loebbecke.
25

26

27

A n n u a l compliance testing previously represented a distinct divergence between analytical auditing and conventional auditing; however, again the two
auditing approaches have converged. T h e latest documentation of analytical
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a u d i t i n g , including R o d Anderson's paper, sets forth a requirement of annual
compliance testing over the full year being audited i n areas where substantial
reliance is placed on internal control. A s he states i n his paper, the change was
influenced by conventional practice, and he documents the reasons for the change.
28

T h e 1975

Changes

Anderson indicates i n his paper that two major changes resulted from the
1975 revision of analytical auditing. T h e first, the transition from cyclical supplementary testing to annual compliance testing has been discussed i n the previous section. T h e second major change was the formal distinction and separate
review and evaluation of "general" controls and "application" controls i n a
computerized environment. T h i s distinction and approach is completely consistent w i t h current, conventional generally accepted auditing standards as
documented i n S A S No. 3.
29

Documentation of the System
Analytical auditing, i n addition to its emphasis on the system, contained,
at the outset and currently, a requirement for the use of flowcharts of the system
and controls as the basic documentation. Flowcharts were used because they
allegedly provided the auditor w i t h a concise picture and a better appreciation
of the item of interest—the system and its controls. T h e use of flowcharts allegedly reduced the risk of perfunctory or unimaginative investigation of the
internal controls, that other approaches might allow.
Conventional auditing practice of the early sixties was apparently internal
control questionnaire oriented. N o recommendation for the means of system
documentation was provided by A u d i t i n g Standards and Procedures. Most of
the auditing texts at that time spent little time on the review and documentation
of the system, and most of the discussion was centered on internal control questionnaires. Although there is still no single, accepted documentation approach
for the review of the system, it is probably fair to say that flowcharts are increasingly being used i n current conventional auditing practice. S A P No. 54
contains no recommended method of documentation, but flowcharts are identified
as one possible approach. Current auditing texts also discuss flowcharts as a
possible means of documentation, but generally provide no preference. Increasi n g use of flowchart documentation probably has occurred i n practice i n part
because of the increasing system documentation, including flowcharts, that results from computer usage. In addition, increasing acceptance of flowcharting
i n practice is evidenced, for example, by the virtual requirement by a number of
public accounting firms for flowchart documentation where substantial reliance
on the system is anticipated.
Description of the Review and Evaluation Process
T h e last contribution of analytical auditing that I would like to mention
was that it provided a more complete and definitive description of the review and
evaluation process than had previously existed. T h e picture presented i n Figure 1
describing analytical auditing was relatively complete and definitive. Further42

more, there has been little or no substantive change i n descriptions of the process
i n analytical or conventional auditing since the 1966 publication of Analytical
A u d i t i n g . A s evidence of the lack of significant change i n the description of the
review and evaluation process, several current conventional auditing t e x t s ,
contain flowchart descriptions of the process that are remarkably similar to the
original analytical auditing flowchart description. Finally, Figure 2 flowcharts
my understanding of the study and evaluation segment of current conventional
audit processes and the current version of analytical auditing. T h e minor differences shown or discussed below indicate that there is very little substantive
difference i n the two approaches at this time.
30,31

Comparison of Figures 1 and 2 may provide a means of summarization.
Where substantial reliance on the accounting system is considered, both auditing
approaches require a review of the system. In the second box, analytical auditing
requires a " w a l k through" of several examples of each type of transaction to
verify the auditor's understanding of the system. Such a "walk-through" is
mentioned, but not required, i n S A P No. 54. Documentation of the system
may differ, as has been previously discussed, w i t h analytical auditing requiring
flowchart documentation, while conventional auditing may utilize one of several
approaches, including a flowchart. Each requires an analysis of the system and
a tentative evaluation of whether apparent weaknesses exist or not. E v e n i n
areas with apparent satisfactory controls, Figure 2 shows that the auditor may
decide not to place substantial reliance on internal controls. T h e possibility of
nonreliance on apparent satisfactory controls was mentioned i n Skinner and
Anderson's book, but not included i n the flowchart, and the possibility of nonreliance is documented i n Anderson's current book. Also, as previously mentioned, the original description of analytical auditing required only supplementary
procedural tests on a cyclical basis as shown i n Figure 1; however, this has been
modified to be the same as the box "Tests of Compliance" i n Figure 2. T h e
remainder of the diagram where controls appear satisfactory does not appear to
be particularly different from the original.
T h e right-hand sides of the two figures, where apparent weaknesses exist,
are also very similar w i t h but small differences i n terminology. T h e weakness
investigation of the original analytical audit is roughly equivalent to choice of
emphasis on tests of transactions or balance sheet tests to verify the account
balance. Alternatively, i n either approach, tests of balances may be emphasized,
and finally some combination of the two may be chosen.
Thus, the conclusion is that the current version of analytical auditing and
current conventional auditing, w i t h potential differences i n documentation and
application, are virtually the same.
Summary
T h e paper by Anderson on the current status of analytical auditing was
informative and thorough, and as a result, few if any direct comments are
necessary. I do present, however, two assertions. T h e first was supported by
the identification of three main contributions of analytical auditing when it
was originally introduced. T h e second contention was that the concepts of
43

Figure 2
Current Analytical and Traditional Auditing
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* Degrees of reliance exist, running from substantial (some substantive testing still required)
to minimal reliance. On the weakness path, practically no reliance is placed on the system and
sufficient evidence must be obtained from the substantive testing.
** One form of substantive test of balances is analytical review.
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analytical and conventional auditing have evolved so that, i n most respects, they
are currently virtually identical.
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